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SUMMARY

The sunset of Section 272’s separate affiliate requirement will not change the highly
competitive nature of the interLATA long distance market -- as long as the BOCs continue to be
classified as non-dominant providers of long distance. The only impact will be on how BOCs
choose to organize themselves internally to serve this market.

However, competition will be affected detrimentally if the Commission follows the
advice of AT&T, MCI and other BOC competitors and classifies BOCs as dominant providers of
interLATA long distance. Such a result would burden BOCs with unnecessary regulations,

disadvantage consumers, and skew competition solely to protect individual competitors. Not

only would classifying the BOCs as dominant providers of long distance be at odds with the

1996 Act, it would violate a long line of Commission decisions aimed at protecting competition,

not individual competitors.

In their comments, BOC competitors barely touch upon the characteristics of the market
for long distance services and focus almost exclusively on local exchange and exchange access
services. They claim that the BOCs’ position in local exchange markets confers market power
on the BOCs in all downstream markets including long distance. In citing its economic expert,
Dr. Selwyn, AT&T asserts that “control of the access bottleneck allows the BOCs to dominate
all interstate and intrastate, interLATA and intraLATA long distance services, within their in-
state and in-region footprint.” This is simply nonsense and should be rejected as such by the
Commission.

As Carlton, Sider and Shampine have noted in their declaration, the long distance market
is highly competitive and much less concentrated than it was in 1995 when AT&T was found to

be a non-dominant provider. No single provider has the ability to “dominate” the long distance
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market. Carlton, Sider and Shampine also show that wireless providers present a far greater
competitive threat to AT&T (and other wireline long distance providers) than the BOCs ever
will. Thus, contrary to AT&T’s sweeping claims, the BOCs’ position in local exchange and
local access markets, in and of itself, does not confer any market power on the BOCs in the
provision of long distance services.

As expected, AT&T and MCI contend that the BOCs are subjecting interexchange
carriers to an illegal price squeeze and, therefore, the BOCs must be classified as dominant
carriers of interLATA long distance. These allegations are meritless. The Commission rejected
similar claims in adopting the LEC Classification Order and found that the BOCs and their
affiliates would not be able “to engage in a price squeeze to such an extent that the BOC
interLATA affiliates will have the ability, upon entry or soon thereafter, to raise price by
restricting their own output.” The Commission also found that even if the BOCs could subject
interexchange carriers to a price squeeze -- which they cannot -- imposing dominant carrier
regulation on BOC long distance affiliates would not be an efficient means of preventing BOCs
from engaging in a predatory price squeeze. The same reasoning holds true with the sunset of
Section 272.

Contrary to AT&T’s unsupported claims, the public, the Commission and the BOCs
would all be unnecessarily burdened if the BOCs are classified as dominant providers of long
distance service. The only beneficiaries of such dominant carrier regulation would be AT&T
and other BOC long distance competitors. In the LEC Classification Order and in prior
decisions, the Commission found that dominant carrier regulation should be imposed only if the
benefits of such regulation outweigh the burdens. Clearly, that is not the case in the interLATA

long distance market. In proposing dominant carrier regulation of the BOCs, AT&T fails to
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consider the effects on long distance competition and on the Commission itself -- focusing only
on the exchange access market.

As Qwest and the other BOCs have shown, the BOCs cannot possibly raise interLATA
long distance prices by restricting output -- regardless of whether the BOCs are subject to
Section 272’s separate affiliate requirement. As such, the BOCs lack market power and cannot
be found to be dominant providers of long distance. Under the Commission’s rules, dominance
is determined by the ability to raise price by restricting output -- not by the complaints of

competitors seeking a competitive advantage.
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Before the
FEDERAL COMMUNICATIONS COMMISSION
Washington, DC 20554

In the Matter of )

)
Section 272(f)(1) Sunset of the BOC Separate ) WC Docket No. 02-112
Affiliate and Related Requirements )

)
2000 Biennial Regulatory Review ) CC Docket No. 00-175
Separate Affiliate Requirements of Section )
64.1903 of the Commission’s Rules )

QWEST REPLY COMMENTS

Qwest Services Corporation (“Qwest”) pursuant to the Federal Communications
Commission’s (“Commission”) Further Notice of Proposed Rulemaking (“Notice”)' respectfully
submits its reply comments in the above-captioned proceedings on the appropriate classification
of Bell Operating Companies (“BOCs”) in the provision of in-region, interstate and international
interexchange services (hereinafter referred to as interLATA long distance) after the sunset of
Section 272’s separate affiliate requirement. As shown below and in Qwest’s opening
comments,” the BOCs lack market power in the provision of interLATA long distance services
and cannot be found to be dominant providers. Dominance is determined by the ability to raise
price by restricting output -- which the BOCs clearly cannot do -- not by the complaints of

competitors seeking a competitive advantage.

" In the Matter of Section 272(f)(1) Sunset of the BOC Separate Affiliate and Related
Requirements, 2000 Biennial Regulatory Review Separate Affiliate Requirements of Section
64.1903 of the Commission’s Rules, WC Docket No. 02-112, CC Docket No. 00-175, Further
Notice of Proposed Rulemaking, FCC 03-111, rel. May 19, 2003.

? In preparing these reply comments, Qwest (jointly with SBC and Verizon) engaged Drs.
Carlton, Sider and Shampine to review and evaluate economic arguments contained in other
parties’ comments.



L. INTRODUCTION

The sunset of Section 272’s separate affiliate requirement will not change the highly
competitive nature of the interLATA long distance market -- as long as the BOCs continue to be
classified as non-dominant providers of long distance. The only impact will be on how BOCs
choose to organize themselves internally to serve this market. However, long distance customers
will be affected significantly (and detrimentally) if the Commission follows the advice of AT&T,
MCI, Sprint and other BOC competitors and limits BOCs’ ability to respond to competition by
classifying them as dominant providers. Such a result would burden BOCs with unnecessary

regulations, disadvantage consumers, and skew competition solely to protect individual

competitors. Not only would classifying the BOCs as dominant providers of long distance be at
odds with the 1996 Act, it would violate a long line of Commission decisions aimed at protecting

competition, not individual competitors.’

* See generally, In the Matter of Policy and Rules Concerning Rates for Competitive Common
Carrier Services and Facilities Authorizations Therefor, Notice of Inquiry and Proposed
Rulemaking, 77 FCC 2d 308 (1979); First Report and Order, 85 FCC 2d 1 (1980); Further
Notice of Proposed Rulemaking, 84 FCC 2d 445 (1981); Second Further Notice of Proposed
Rulemaking, FCC 82-187, 47 Fed. Reg. 17308 (1982); Second Report and Order, 91 FCC 2d 59
(1982); Order on Reconsideration, 93 FCC 2d 54 (1983); Third Further Notice of Proposed
Rulemaking, 48 Fed. Reg. 28292 (1983); Third Report and Order, 48 Fed. Reg. 46791 (1983);
Fourth Report and Order, 95 FCC 2d 554 (1983), vacated sub nom., AT&T v. FCC, 978 F.2d
727 (D.C. Cir. 1992), cert denied, MCI Telecommunications Corp. v. AT&T, 509 U.S. 913, S. Ct.
3020 (1993); Policy and Rules Concerning Rates for Competitive Common Carrier Services and
Facilities Authorizations Therefor, CC Docket No. 79-252, 98 FCC 2d 1991 (1984); Sixth Report
and Order, 99 FCC 2d 1020 (1985), vacated sub nom., MCI Telecommunications Corp. v. FCC,
765 F.2d 1186 (D.C. Cir. 1985), affirmed, MCI v. AT&T, 512 U.S. 218, 114 S. Ct. 2223 (1994).
Also see In the Matter of Regulatory Treatment of LEC Provision of Interexchange Services
Originating in the LEC’s Local Exchange Area and Policy and Rules Concerning the Interstate,
Interexchange Marketplace, Second Report and Order in CC Docket No. 96-149 and Third
Report and Order in CC Docket No. 96-61, 12 FCC Rcd. 15756 (1997) (“LEC Classification
Order”). And see In the Matter of Motion of AT&T Corp. to be Reclassified as a Non-Dominant
Carrier, Order, 11 FCC Rcd. 3271 (1995).
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Despite a plethora of rules and regulations which govern competitive local exchange
carrier (“CLEC”) interconnection and equal access, the provision of local exchange service, and
the provision of local exchange carrier (“LEC”) access services, the BOCs’ long distance
competitors claim that BOCs must be classified as dominant providers of long distance until the
Commission takes additional steps to tighten the regulation of BOCs including: reformulation of
access charges (based on “TELRIC”); limitations on BOCs’ ability to sell service packages;
repeal of special access pricing flexibility; adoption of special access performance standards; and
the establishment of an independent primary interexchange carrier (“PIC”) administrator among
other things." AT&T even goes so far as to claim that the Commission must reverse its prior
finding (in the LEC Classification Order) that BOC Sec. 272 affiliates are non-dominant
providers of interLATA long distance.’

It is ironic that in urging the Commission to impose an endless string of regulatory
requirements on the BOCs, BOCs’ critics imply that the Commission’s existing rules are
insufficient because the Commission does not enforce them.” This makes no sense. If BOC
opponents truly believe that the Commission does not enforce its existing rules, advocating the
adoption of even more rules is a preposterous remedy.” Despite the faulty logic of BOC
opponents, the solution is not to adopt more rules. As Chairman Powell has recognized, the

Commission has more than enough rules and regulations in place to guard against unlawful and

* See, e. g., AT&T at 7-8, 69-75; Sage Telecom at 6-9; AT&T Wireless at 15-16.
> AT&T at 57-63.
°See, e.g., AT&T at 53-55. Also see MCI at 14-15.

" Of course, BOCs’ competitors often equate unfavorable decisions in regulatory proceedings to
a lack of enforcement -- which is intellectually dishonest.
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anticompetitive behavior." No worthwhile purpose would be served either by classifying the
BOCs as dominant providers of long distance or conditioning non-dominant classification on the
imposition of numerous additional burdensome regulations on the BOCs.

In their comments, BOC competitors barely touch upon the characteristics of the market
for long distance services and focus almost exclusively on the local exchange market (primarily
exchange access services) -- claiming that the BOCs’ position in local exchange markets confers
market power on the BOCs in all downstream markets including long distance.” Carrying this
logic to its extreme, BOC opponents argue that the BOCs must be classified as dominant
providers of long distance service -- without even directly addressing the long distance market.
The Commission should reject this flawed logic. Claims that BOCs have the ability to
“leverage” any market power that they may have in local exchange markets' into the long

distance market ignore both existing regulatory constraints and economic reality."

* See, e. g., Opening Statement of Michael K. Powell, Chairman, FCC, Before the Subcommittee
on Telecommunications and the Internet of the House Committee on Energy and Commerce,
Mar. 29, 2001 at 3; Separate Statement of Commissioner Michael K. Powell, In the Matter of
Amendment of Section 19.735-203 of the Commission’s Rules Concerning Nonpublic
Information Order, Oct. 12, 2000, attached to Order, 15 FCC Rced. 20622, 20629 (2000);
Concurring Statement of Commissioner Michael K. Powell, In the Matter of Applications for
Consent to the Transfer of Control of Licenses and Section 214 Authorizations from MediaOne
Group, Inc., Transferor, to AT&T Corp., Transferee, attached to Memorandum Opinion and
Order, CS Docket No. 99-251, 15 FCC Rcd. 9816, 9912-13 (2000).

* AT&T at 19-24; MCI at 7-10.

" Despite the contentions of BOC competitors, the market power of BOCs appears to be quite
limited in many local markets, particularly in highly competitive market sectors such as business
and high capacity services. Even though Qwest strongly disagrees with BOC competitors’
sweeping claims with regard to BOC market power in local exchange markets, Qwest will not
digress -- from issues associated with BOC provision of interLATA long distance service -- by
directly addressing the issue of local exchange competition. Also see, Qwest’s June 30, 2003
comments at note 65 which provides data on CLEC market share in the in-region local exchange
markets that Qwest serves.

" Carlton, Sider and Shampine Reply Declaration at 22-23 99 48-51.
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In making the above claims, BOC opponents recycle arguments that have been raised and
rejected in other proceedings and forums. For example, not being satisfied with “three-fourths of
a loaf” in the CALLS proceeding, AT&T once again claims that fundamental access reform
(based on TELRIC costs) is a necessary predicate for classifying the BOCs as non-dominant
providers of interLATA long distance.” AT&T also calls for repeal of the Commission’s
Pricing Flexibility Order, as it did in a petition less than a year ago.” AT&T’s changed
circumstances and price squeeze arguments are simply a repetition of those contained in its
Petition for Rulemaking seeking repeal of LEC pricing flexibility for special access.”” Those
parties advocating classifying the BOCs as dominant providers of interLATA long distance
provide no evidence of BOC market power in the long distance market -- only the same tired
litany of complaints about BOC ““abuse” as local exchange providers. BOC opponents roll these
arguments out regardless of the proceeding in hopes that the Commission will limit the BOCs’
ability to respond to competition.

The Commission should dismiss BOC competitors’ self-serving claims and continue to
treat the BOCs as non-dominant providers of interLATA long distance after Section 272 sunsets.
Classifying BOCs as dominant carriers would limit their ability to reduce prices and match

competitive offers and would be anticompetitive itself.” Both the evidence in this proceeding

" AT&T at 70-72. And see In the Matter of AT&T Corp. Petition for Rulemaking To Reform
Regulation Of Incumbent Local Exchange Carrier Rates For Interstate Special Access Services,
Petition for Rulemaking, RM-10593, filed Oct. 15, 2002 (“AT&T Special Access Petition for
Rulemaking”).

" See AT&T at 32-33. AT&T Wireless at 14-15 and MCI at 17 also express their dissatisfaction
with the Pricing Flexibility Order. Also see AT&T Special Access Petition for Rulemaking.

" See AT&T at 16-24, 33-40.

" See Opposition of Qwest Communications International Inc., RM-10593, Declaration of Alfred
E. Kahn and William E. Taylor, filed Dec. 2, 2002 at 29. “In general, regulators should always
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and Commission precedent dictate that the BOCs should be classified as non-dominant providers
of interLATA long distance service -- regardless of how they are organized to provide long
distance services.

11 THE BOCS HAVE NO MARKET POWER IN THE PROVISION OF

INTERLATA LONG DISTANCE SERVICE REGARDLESS OF THEIR
POSITION IN THE MARKET FOR EXCHANGE ACCESS SERVICES.

AT&T asserts that BOCs’ control of “local bottleneck facilities” confers market power in
all downstream markets served by BOCs, including interLATA long distance.® As a result,
AT&T argues that other long distance providers will be unable to compete with the BOCs in the
provision of long distance services if BOCs are classified as non-dominant providers upon the
expiration of Section 272’s structural separation requirement. Qwest disagrees.

In incorporating a sunset provision in Section 272, Congress was well aware that the
Commission’s rules allowed the BOCs to be classified as dominant carriers in some markets and
non-dominant carriers in others without employing separate subsidiaries. In fact, the
Commission’s rules contemplate that incumbent LECs (“ILECs”) will provide
regulated/nonregulated services on an integrated basis. Since the adoption of the Commission’s
CI-III decision in 1987, BOCs have provided many regulated and unregulated services on an

integrated basis. In adopting its CI-III rules, the Commission correctly determined that structural

look upon proposals to restrict price reductions with a jaundiced eye. Price reductions are
painful to competitors, but they are the essence of the competitive process.”

' AT&T at 19-24.

" In the Matter of Amendment of Sections 64.702 of the Commission’s Rules and Regulations,
(Computer I11), Phase I, Report and Order, 104 FCC 2d 958 (1985) (“Phase I Order”), on recon,
2 FCC Rcd. 3035 (1987) (“Phase I Reconsideration Order”), on further recon., 3 FCC Rcd.

1135 (1988), second further recon., 4 FCC Red. 5927 (1989), Phase I Order and Phase I
Reconsideration Order vacated sub nom., California v. FCC, 905 F.2d 1217 (9™ Cir. 1990);
Phase Il Order, 2 FCC Rced. 3072 (1987), on recon., 3 FCC Red. 1150 (1988), on further recon.,
4 FCC Rced. 5927 (1989), Phase II Order vacated sub nom., California v. FCC, 905 F.2d 1217
(9" Cir. 1990).

Qwest Services Corporation 6 July 28, 2003



separation harmed the public by not allowing BOCs to take advantage of economic efficiencies
associated with providing services on an integrated basis.”® The fact that the Commission found
ILECs to be dominant providers of exchange access services neither implied that competitive
products/services (e.g., voice mail) provided on an integrated basis should be subject to dominant
carrier regulation nor resulted in such regulation. In order to protect regulated ratepayers against
the possibility of cross-subsidization and unjust and unreasonable rates, the Commission adopted
its Joint Costs rules (i.e., Part 64 rules) which remain in effect.”

Since that time the Commission has adopted (and significantly reformed) price cap
regulation -- which further reduces both the incentive and the likelihood that BOCs can engage
in cross-subsidization or price squeezes between exchange access services and competitive
services -- and a plethora of rules in implementing the various pro-competitive provisions of the
1996 Act (including Sections 251 and 271). None of these rules requires that a carrier be
classified as a dominant provider of a given service simply because it is found to be a dominant
provider of another service. AT&T’s claim that BOCs must be classified as dominant providers
in the interLATA long distance market because the Commission has previously found them to be
dominant providers in the local access market™ finds no support in Commission precedent and
ignores the pervasive regulation that the BOCs face in the provisioning and pricing of local
exchange and local access services.”

In citing its economic expert, Dr. Selwyn, AT&T asserts that “control of the access

bottleneck allows the BOCs to dominate all interstate and intrastate, interLATA and intraLATA

" See, e.g., Phase I Order, 104 FCC 2d at 1007-10 99 89-94, 1011-12 99 98-99; Notice of
Proposed Rulemaking, 50 Fed. Reg. 33581, 33582 9 6, 33593-95 99 75-87 (Aug. 20, 1985).

" See 47 C.F.R. § 64.901, et seq.
* AT&T at 2-3, 10-11.
*' See 47 C.F.R. § 51, subparts C, D, G and H, 47 C.F.R. § 61, subparts E and F.
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long distance services, within their in-state and in-region footprint.”” This is simply nonsense.
While such a claim is not surprising in a regulatory proceeding, it strains credulity when it comes
from a party such as AT&T, the largest long distance provider in the United States.” As Carlton,
Sider and Shampine have noted in their declaration, the long distance market is highly
competitive and much less concentrated than it was in 1995 when AT&T was found to be a non-
dominant provider.”* No single provider has the ability to “dominate” the long distance market.
Furthermore, Carlton, Sider and Shampine show that wireless providers present a far greater
competitive threat to AT&T (and other wireline long distance providers) than the BOCs ever
will.” Thus, contrary to AT&T’s sweeping claims, the BOCs’ position in local exchange and
local access markets, in and of itself, does not confer any market power on the BOCs in the

.. . . 26
provision of long distance services.

2 AT&T at 23-24.

* It appears that AT&T President Betsy Bernard does not even buy Selwyn’s argument regarding
BOC dominance. In discussing the corporate market for telecom services, she was quoted as
saying: “We [AT&T] have a significant advantage against any of the Bells. ... They don’t have
the assets, the network, the services. It takes decades to build that capability.” See Investors
Business Daily Online (www.investors.com), July 21, 2003.

* Qwest Comments at Carlton, Sider and Shampine Original Declaration at 13-15 4 23-27.

® Id. at 16-19 9 28-33. AT&T President Betsy Bernard also appears to agree with Carlton,
Sider and Shampine on this point. In discussing AT&T’s declining revenues, she is quoted as
saying: “[w]hile Bell competition is partly to blame, AT&T lost billions of dollars in sales as
consumers began using more e-mail and wireless calls to communicate.” See Investors Business
Daily Online (www.investors.com), July 21, 2003.

* Carlton, Sider and Shampine Reply Declaration at 17-18 9§ 37-39.
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I1I. RATHER THAN BEING ANTICOMPETITIVE, BOCS” BEHAVIOR
IN OFFERING SERVICE BUNDLES IS EXACTLY WHAT ONE
WOULD EXPECT TO SEE IN A COMPETITIVE MARKET.

BOC competitors claim that BOCs’ bundling of interLATA long distance with local
exchange and other BOC services is inherently anticompetitive.”” They are wrong. Using a
slightly different twist on AT&T’s argument -- that BOCs must be found to be dominant
providers of interLATA long distance because the Commission has found them to be dominant
providers of local exchange service -- Sage Telecom and Americatel argue that because BOCs
retain market power in local exchange markets, BOCs must be classified as dominant providers
in the provision of service bundles that contain interLATA long distance and local exchange
services.

BOC competitors are mistaken -- they confuse harm to competitors with harm to
competition.” BOC competitors also fail to point out that the BOCs such as Qwest have only

recently been in a position to offer service packages containing both local exchange and long

* See MCI at 6-7; Americatel at 18-20; Sage Telecom at 6-9, 15-27; AT&T, Selwyn declaration
at 47. Sage Telecom goes so far as to assert that it was one of the first UNE-P carriers to offer
service bundles and that the Commission should protect it from competition by finding the BOCs
to be dominant providers of bundled offerings that include local and long distance services. Sage
Telecom at 7-9.

* Carlton, Sider and Shampine Reply Declaration at 13-17 99 28-34 and 18-20 99 40-44. Kahn
and Taylor underscored the importance of this point in discussing BOC special access pricing
initiatives allowed by the Commission’s Pricing Flexibility Order: “The offer of special deals to
retain customers, whether justified by differences in cost or actually discriminatory in the
technical sense, is an essential way in which price competition takes place in the real world.
That they may discommode or injure competitors is an inherent consequence; but one of the
most fundamental distinctions in economics generally, and antitrust law specifically, is between
the inflicting of harm on competitors, with a resulting net increase in consumer welfare, from
weakening or impairment of the competitive process, resulting in an ultimate or net decrease in
consumer welfare.” Opposition of Qwest to AT&T Special Access Petition for Rulemaking,
RM-10593, filed Dec. 2, 2002, Kahn and Taylor Declaration at 30.
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distance service.” Competitors, including wireless providers, have offered such service
packages for a number of years.” The fact that competitive packagers, such as Sage Telecom,
may be harmed as BOCs respond to bundled service offerings of competitors in no way implies
that the BOCs’ actions are anticompetitive. On the contrary, this is exactly how competition
works in practice.” This is also consistent with the Commission’s goal of protecting
competition, not individual competitors.”

The Commission has found that bundling serves the public interest by fostering
competition, reducing prices, reducing transactions costs and encouraging service innovation.”
In addressing the issue of bundling CPE with local service, the Commission found “that the
consumer benefits of bundling outweigh the risk that incumbent LECs can use this power [in the
local exchange market] to harm competition.” Clearly, the Commission’s statement is also true

with respect to bundling local exchange service with interLATA long distance.”

It is only since the BOCs obtained Section 271 approvals for their in-region states that they
have been able to offer integrated service packages containing both local and long distance
service. Qwest has only been offering such service packages since early 2003.

* For example, MCI currently offers its “Neighborhood Complete” plan to residential customers
in Colorado for $49.99 per line per month. This package includes unlimited local and long
distance calling, caller ID, call waiting and voicemail.

* The fact that a firm may have been an innovator and an early market leader is irrelevant. If the
service/product is profitable, additional producers will be attracted to the market, thereby,
driving down profits and prices. In order to survive, competitors must either become more
efficient or convince the public that their product has some unique attribute that justifies a higher
price. Failing to do either, they will cease to exist as competitors in the specific market.

* See, e.g., In re Application of Alascom, Inc., Order and Authorization, 11 FCC Red. 732, 758 4]
56 (1995) (“the Commission’s statutory responsibility is to protect competition, not
competitors.”).

* In the Matter of Policy and Rules Concerning the Interstate, Interexchange Marketplace,
Report and Order, 16 FCC Rcd. 7418, 7423 9 6 (2001).

* Id. at 7436 9 30.

* In permitting ILECs to bundle CPE and local service the Commission stated: “Nonetheless,
we conclude, in light of the existing circumstances in these markets, that the risk of
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Most, if not all, services/products contained in BOC bundled offerings are also available
individually.” As Carlton, Sider and Shampine point out “[a] consumer will choose the bundled
service only if it is more attractive than purchases of the component services on an individual
basis.””’ Thus, contrary to the claims of Sage Telecom and other BOC competitors, as long as
local exchange services are available individually (i.e., unbundled), there is no logical or legal
basis for classifying BOCs as dominant providers of service bundles that combine local
exchange service with other competitive telecommunications services/products.

IV.  BOCS HAVE NEITHER THE ABILITY NOR THE INCENTIVE TO
ENGAGE IN A PRICE SQUEEZE.

As expected, AT&T and MCI contend that the BOCs are subjecting their interLATA long
distance competitors to an illegal price squeeze through the manipulation of switched and special
access rates.” Therefore, AT&T and MCI argue that the BOCs must be classified as dominant
carriers of interLATA long distance. Neither AT&T’s and MCI’s price squeeze arguments nor
their proposed solution have any merit. Their price squeeze arguments are predicated on two
equally erroneous claims. First, they assert that allowing the BOCs to price switched access
above TELRIC provides BOCs with the incentive and inevitably results in a price squeeze.
Second, they claim that granting the BOCs pricing flexibility for special access also has given

the BOCs the wherewithal to subject interLATA long distance competitors to a price squeeze.

anticompetitive behavior by the incumbent LECs in bundling CPE and local exchange service is
low and is outweighed by the consumer benefits of allowing such bundling. We view the risk as
low not only because of the economic difficulty that even dominant carriers face in attempting to
link forcibly the purchase of one component to another, but also because of the safeguards that
currently exist to protect against this behavior.” Id. at 7438 9 33.

* Needless to say, local exchange services and other BOC regulated services are available on an
individual basis at tariff rates.

¥ Carlton, Sider and Shampine Reply Declaration at 15 9 32.
" AT&T at 26-32, 68-70; MCI at 16-20.
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The second claim is simply a rehash of arguments contained in AT&T’s petition asking the
Commission to repeal its Pricing Flexibility Order.

Before responding to opponents’ specific allegations, it bears repeating as Carlton, Sider
and Shampine observed in addressing the predatory price squeeze issue that “[1]t is widely
recognized that successful predation is rare.” They also find that “[T]he expiration of structural
separation rules does not give ILECs the incentive or the ability to harm competition by
engaging in a predatory ‘price squeeze’ designed to drive long distance rivals from the market.”"
Carlton, Sider and Shampine also reject AT&T’s and MCI’s specific allegation that above-cost
access charges provide ILECs with both the incentive and the ability to engage in a price
squeeze.” They point out that not only do higher access charges result in higher costs to all long
distance carriers, they also represent higher opportunity costs for ILECs when the ILECs win
long distance business from other interexchange carriers.” Thus, contrary to the claims of
AT&T and MCI, above-cost access charges -- whatever the appropriate cost measure and it

certainly is not TELRIC -- do not facilitate predation nor do cost-based access charges preclude

predation.”

* Carlton, Sider and Shampine Original Declaration at 6 4 10. They note that “[I]t is especially
unlikely that it [a predatory price squeeze] could succeed in industries, like telecommunications,
in which there are substantial fixed assets that are likely to remain in the industry even if rival
long distance companies become bankrupt. The continuing presence of these assets in the
industry precludes recoupment of any investment in predation.” Id.

“Id.

*' Carlton, Sider and Shampine Reply Declaration at 7-10 9 12-17.
“Id. at 3-7995-11.

“Id. at7-8912.
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Kahn and Taylor came to similar conclusions in dismissing AT&T’s special access price
squeeze arguments that were contained in AT&T’s petition seeking repeal of the Commission’s
Pricing Flexibility Order.

The flaws in AT&T’s reasoning are well-recognized. First, pricing special access
services above cost can not impair competition in the long distance market because the
RBOC long distance affiliates buy special access under the same tariffs and OPPs as
AT&T [as required by Section 272(e)(3)]. Therefore, pricing special access above cost
can not generate a differential advantage for the RBOC’s own long distance service or
impose an anticompetitive price squeeze on an IXC. . . . Special access charge revenue
(when AT&T supplies the retail service) is revenue that the RBOC foregoes when it
supplies the retail customer itself. The higher the access revenue, the higher the retail
price the RBOC long distance affiliate would have to charge to make long distance
service profitable for the RBOC as a whole, as well as to make long distance profitable
on the books of its long distance affiliate. . . . The RBOC affiliate’s retail price reflects to
the penny what IXCs pay for access, as is required by both the law and by economic self-
interest.

In adopting the LEC Classification Order, the Commission rejected similar claims
finding that the BOCs and their affiliates would not be able “to engage in a price squeeze to such
an extent that the BOC interLATA affiliates will have the ability, upon entry or soon thereafter,
to raise price by restricting their own output.”” The Commission also found that even if the
BOC:s could subject interexchange carriers to a price squeeze -- which they cannot -- imposing
dominant carrier regulation on BOC long distance affiliates would not be an efficient means of
preventing BOCs from engaging in a predatory price squeeze.” The same reasoning holds true

with the sunset of Section 272.

* Opposition of Qwest, RM-10593, Kahn and Taylor Declaration at 34.
* LEC Classification Order, 12 FCC Red. at 15832 9 129.
“Id. at 15831-32 9 128.
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V. CIRCUMSTANCES HAVE CHANGED IN THE INTERLATA LONG DISTANCE
MARKET SINCE THE COMMISSION’S LEC CLASSIFICATION ORDER.

It is truly ironic that AT&T largely ignores the state of competition in the long distance
market in arguing that “changed circumstances” dictate that the Commission reverse its earlier
decision (i.e., in the LEC Classification Order) finding BOC affiliates to be non-dominant
providers of long distance services.” In answering the question of whether a group of carriers,
the BOCs, should be classified as dominant providers in the market for interLATA long distance
service, the critical factor would appear to be the state of competition in the market and whether
any market participant has the ability to control price.

In pursuing its “changed circumstances” argument AT&T never finds it necessary to
closely examine the changes in the long distance market since 1997. If AT&T had, it would
have found the same thing that Carlton, Sider and Shampine did -- that the market for long
distance services is much more competitive than it was in 1997 when the Commission found
BOC affiliates to be non-dominant providers.” Carlton, Sider and Shampine show that industry
concentration is much less than it was in 1995 when AT&T was declared non-dominant and that
the primary competitive threat to wireline long distance providers is wireless competition, not the

BOCs.” In discussing market developments, it appears that AT&T “saw a different film” since

T AT&T at 57-68.
* Carlton, Sider and Shampine Original Declaration at 8-25 9 12-40.

* Carlton, Sider and Shampine present evidence showing that wireline industry concentration
ratios, as measured by the Herfindahl-Hirschman Index, have declined significantly since 1995.
They also show that long distance usage and monthly charges for wireline long distance
customers have dropped dramatically in recent years while wireless usage has experienced
explosive growth -- with wireless minutes of use growing by over 1600 percent from 1995 to the
end of 2002. Id. at 14-15 9] 26.
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AT&T did not find it necessary to mention the diminishing role of wireline providers and the
explosive growth in wireless usage since 1997.”

In focusing on legal arguments concerning “changed circumstances,” AT&T argues that
with the sunset of Section 272 one of the key predicates for finding BOC affiliates to be non-
dominant would no longer apply.” Qwest disagrees. The sunset of Section 272 was not
unanticipated and does not constitute changed circumstances. Furthermore as AT&T notes,
Section 272(e) will continue to apply after sunset. While the Commission’s finding of non-
dominance was limited to BOC Section 272 affiliates, the language of the Commission’s Order
left little doubt that the existence of a Section 272 separate affiliate was not a key factor in

determining whether BOCs should be classified as dominant or non-dominant.” The primary

* See note 25, supra, citing the comments of AT&T President Betsy Bernard.
" AT&T at 56.

*“In the LEC Classification Order, the Commission found Section 272 BOC affiliates to be
non-dominant providers of interLATA service and concluded that:

e BOC interLATA affiliates should only be classified as dominant carriers
in the provision of in-region, interstate, domestic, interLATA services
only if the affiliates have the ability to raise prices of those services by
restricting their own output of those services.

e Dominant carrier regulation should be imposed on the BOC interLATA
affiliates only if the benefits of such regulation outweigh the burdens that
would be imposed on competition, service providers, and the Commission.

e Tariff and other regulations associated with dominant carrier classification
can have undesirable effects on competition.

e AT&T and other long distance competitors should be able to expand their
capacity to attract a BOC affiliates’ customers if the affiliate attempted to
raise prices above competitive levels.

e Dominant carrier regulation generally would not help prevent a BOC from
improperly allocating costs.

e Statutory and regulatory safeguards, including Section 271 and 272, “will
prevent a BOC from discriminating to such an extent that its interLATA
affiliate would have the ability, upon entry or shortly thereafter, to raise
the price of in-region, interstate, domestic, interLATA services by
restricting its output.”
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focus of the Commission’s inquiry was on whether BOC affiliates would have the ability to raise
long distance prices by restricting output -- the traditional test for dominance -- and the
Commission found that they would not. Carlton, Sider and Shampine’s analysis confirms the
correctness of the Commission’s decision.”

AT&T also argues that the weakening or removal of other safeguards -- such as price cap
regulation and the use of UNEs -- which the Commission relied on in finding BOC affiliates to
be non-dominant providers constitutes *“ changed circumstances” that require reversal of the
Commission’s 1997 decision.” Once again AT&T is shamelessly “reading from a different
script.” Changes in price cap regulation reduced the already slim possibility that BOCs could
engage in a price squeeze. With the adoption of the CALLS plan in 2001, the level of
originating and terminating switched access rates that BOCs charge interexchange carriers

dropped dramatically.”

¢ BOCs and their affiliates would not be able “to engage in a price squeeze
to such an extent that the BOC interLATA affiliates will have the ability,
upon entry or soon thereafter, to raise price by restricting their own
output.”

e The entry of BOC affiliates into the interLATA long distance market
would increase price competition and customer choice and that the
burdens of dominant carrier regulation outweigh any benefits.

While the Commission restricted its finding of non-dominance to BOCs providing interLATA
long distance through a Section 272 affiliate, the language of the LEC Classification Order left
no doubt that the existence of a Section 272 affiliate was not a key factor in determining whether
BOCs were classified as non-dominant.” Qwest Comments at 6-7 (footnotes omitted).

* «“Competition in the provision of long distance service has increased dramatically since 1995
when the FCC determined that AT&T should not be subject to dominant carrier regulation.”
Carlton, Sider and Shampine Original Declaration at 38 q 83.

* AT&T at 58.

* Immediately prior to the adoption of the CALLS Plan, Qwest’s average traffic sensitive per
minute of use rate for originating and terminating switched access was $.009173. Today, this
same composite rate is $.00526915, a reduction of approximately 42 percent.
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Furthermore, AT&T’s special access price squeeze arguments are wholly without merit,
as Qwest demonstrated in its comments on AT&T’s Special Access Petition for Rulemaking
seeking repeal of the Commission’s Pricing Flexibility Order.* AT&T’s special access
allegations are so far off the mark that they border on being frivolous. For example, in asserting
that the BOCs have earned exorbitant returns on special access, AT&T ignores growth in
demand by focusing exclusively on growth in total revenue. If AT&T had taken special access
line growth into account, the result would have been completely different as Taylor and Kahn
found.” In addition to other logical flaws, AT&T’s special access arguments, raised in its
petition and repeated here, suffer from a fundamental timing problem that undermines the “cause
and effect” relationship that AT&T asserts exists between pricing flexibility and BOC returns on
special access. As Taylor and Kahn point out AT&T’s evidence (i.e., data on BOC special
access profitability) predates the implementation of pricing flexibility.” Therefore, there can be
no relationship between the level and growth of special access earnings and revenues for the
1996-2001 period and special access pricing flexibility.

As the foregoing demonstrates, AT&T’s “changed circumstances” arguments are not

supported by either the facts or the law and must be rejected. Sunset of the Section 272 separate

** Qwest Comments at 16-17.

7 <[...] using RBOC ARMIS 43-08 data, we find that the growth in special access lines fully
explains the growth in revenue and that the RBOCs’ average revenue per line between 1996 and
2001 decreased by more than 1 percent per year in nominal terms and by more than 3 percent per
year in constant dollars.” Opposition of Qwest, RM-10593, Kahn and Taylor Declaration at 15.

* «AT&T cites RBOC data on the level and growth of special access earnings and revenues for
the period 1996-2001 as evidence that special access pricing flexibility has enabled the RBOCs
to increase price profitably. The obvious problem with this inference is that special access
pricing flexibility began only in 2001 and was implemented transitionally over the 2001-2002
period. [...] Qwest’s experience, of course, has no bearing at all on the issue, since it had no
such [pricing flexibility] authorization during the period covered by AT&T’s data.” Id. at 17-18.
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affiliate requirement, in and of itself, will have no impact on competition in the interLATA long
distance market.
VI.  THE PUBLIC, THE COMMISSION AND THE BOCS WOULD ALL BE

UNNECESSARILY BURDENED IF THE BOCS ARE CLASSIFIED
AS DOMINANT PROVIDERS OF LONG DISTANCE SERVICE.

AT&T asserts that treating the BOCs as dominant providers of long distance would
satisfy the Commission’s goal of “minimiz[ing] the burden on the BOCs” while “avoid[ing] the
potential exposure of both ratepayers in local markets and competitors in interexchange markets
to the potential risk of improper cost allocation and unlawful discrimination.”” AT&T is wrong.
The only beneficiaries of dominant carrier regulation (of the BOCs) would be AT&T and other
long distance competitors of the BOCs.

In the LEC Classification Order and in prior decisions, the Commission found that
dominant carrier regulation should be imposed only if the benefits of such regulation outweigh
the burdens.”” The Commission has identified three categories of effects that should be
considered in analyzing the burden of dominant carrier regulation -- effects on competition,
effects on service providers and effects on the Commission itself.” In proposing dominant
carrier regulation of the BOCs, AT&T fails to consider the effects on competition in the
interLATA long distance market and on the Commission itself -- focusing only on the exchange
access market. While Qwest sincerely doubts that classifying the BOCs as dominant providers
of long distance will provide interexchange carriers and other customers with any greater

protection in the exchange access market, there is no question that such classification would

* AT&T at 73.

® LEC Classification Order, 12 FCC Red. at 15805-06 9 87, citing Foreign Carrier Entry Order,
11 FCC Rcd. at 3973.

" Id.
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harm competition in the long distance market, harm the BOCs, and burden the Commission with
unnecessary work.

Most importantly, classifying the BOCs as dominant carriers of long distance would
harm competition by limiting customer choice and dampening price competition. Carlton, Sider
and Shampine find that even if the sunset of Section 272’s structural separation requirement
enabled BOCs to engage in non-price discrimination or predatory pricing -- which they do not
believe to be true -- dominant carrier regulation would not address these problems. But it would
impose unwarranted costs and distortions on the long distance industry.”

In summary, dominant carrier regulation is the wrong tool at the wrong time for the
wrong market -- and should not be used in the interLATA long distance market. Any concerns
that may arise with BOC provision of exchange access service are best addressed directly -- not

by subjecting BOCs to more regulation in competitive markets such as long distance.

* “Given the current status of the long distance industry and existing safeguards, the imposition
of dominant carrier regulation would not only be inappropriate, but would impose unwarranted
costs and distortions on the industry.” Carlton, Sider and Shampine Original Declaration at 35
q173.
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VII. CONCLUSION

As Qwest and the other BOCs have shown, the BOCs cannot possibly raise interLATA
long distance prices by restricting output -- regardless of whether the BOCs are subject to
Section 272’s separate affiliate requirement. As such, the BOCs lack market power and cannot
be found to be dominant providers of interLATA long distance under the Commission’s existing
rules.
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I INTRODUCTION AND SUMMARY

1. We submitted a declaration in this matter on June 30, 2003 that presented the
bases for our conclusion that elimination of structural separation requirements preventing ILECs
from fully integrating their long-distance and local exchange operations will not adversely affect
long-distance competition. Our analysis indicated that there is no economic basis for subjecting
BOCs’ in-region long-distance service to dominant carrier regulation following the sunset of
Section 272 structural separation requirements, nor is there any economic basis for conditioning
the non-dominant status of independent LECs’ long-distance operations on the structural
separation of those operations. Our June 30 declaration contains a summary of our
qualifications.

2. At the request of counsel for Qwest, Verizon and SBC, we address certain points
raised in comments submitted by other parties in this matter. Our reply focuses on comments by
AT&T and the supporting affidavit by Dr. Lee L. Selwyn, which support the imposition of
dominant carrier regulation on ILEC-provided long-distance services. Many of the points raised
by AT&T and Dr. Selwyn are representative of issues raised in other parties’ comments. We
focus on issues they raise that were not directly addressed in our June 30 declaration. Our failure
to discuss the remaining claims made by AT&T or Dr. Selwyn should not be interpreted to
suggest that we agree with their analysis or conclusion.

3. The FCC’s Further Notice of Proposed Rulemaking (FNPRM) asked whether
elimination of structural separation requirements would be likely to: (i) facilitate non-price
discrimination by ILECs against their long-distance rivals; (ii) facilitate a predatory price
squeeze by ILECs against their long-distance rivals; and/or (iii) enable ILECs to shift costs from

long-distance to local operations in a manner that would adversely affect long-distance



competition. The FNPRM also inquired whether dominant carrier regulation would address
these potential concerns.

4. Our prior declaration described the conditions under which such strategies might
succeed and showed that such conditions do not exist in the long-distance industry. AT&T and
Dr. Selwyn have not shown otherwise.

e Successful non-price discrimination in degrading access to rival long-distance
carriers requires both that ILECs’ efforts not be detected by regulators and rival
long-distance providers and that they be sufficient to induce consumers to switch
to ILEC-provided services. AT&T and Dr. Selwyn fail to establish that (i) these
unlikely circumstances both occur; (i1) elimination of structural separation
requirements facilitates the pursuit of non-price discrimination by ILECs; and (iii)
imposition of dominant firm regulation would be a necessary or appropriate way
to address this risk.

e Successful pursuit by ILECs of a predatory price squeeze against rival long-
distance providers would require that ILECs set long-distance prices at a
sufficiently low rate and for a sufficiently long time to drive their rivals from the
industry. Successful predation also requires that these rivals not reenter the
industry (and that others not enter) since such entry would prevent ILECs from
recouping their investment in predation through higher prices. Our prior
declaration explained that successful predation is rare and AT&T and Dr. Selwyn
fail to establish that there are any realistic predation concerns in the long-distance
industry, especially given the ability of consumers to use wireless services to
make long-distance calls, or other alternatives such as e-mail, instant messaging

and voice over IP. They further fail to show that imposition of dominant carrier



regulation is a necessary or appropriate way of preventing such an unlikely
occurrence.

e With respect to potential concerns that cost shifting by ILECs from unregulated to
regulated activities could adversely affect long-distance competition, AT&T and
Dr. Selwyn fail to establish that an ILEC’s ability to predate depends in any way
on its ability to shift costs. As discussed in our prior declaration, if an ILEC could
predate — and there is no evidence suggesting that this is a realistic possibility — its
ability to do so would not depend on its ability to shift costs. Neither do AT&T or
Dr. Selwyn establish that (i) cost shifting that does not result in predation
adversely affects long-distance competition in any way, or (ii) dominant firm
regulation is a necessary or appropriate way of addressing the matter. As we
discussed in our prior declaration, there is little if any incentive for integrated
carriers to shift costs because regulated rates for local services are largely set
independently of the costs reported by ILECs due to price caps and other forms of

incentive regulation.

II. ILECS HAVE NO INCENTIVE TO SET LONG-RUN PRICES FOR LONG -
DISTANCE SERVICES AT A LEVEL THAT DRIVES EFFICIENT RIVALS
FROM THE INDUSTRY OR TO ENGAGE IN PREDATION

A. ILECS HAVE NO INCENTIVE TO SET LONG-RUN PRICES THAT

RESULT IN THE EXIT OF EFFICIENT RIVALS EVEN IF ACCESS
CHARGES EXCEED ILECS’ COST OF PROVIDING ACCESS

5. AT&T’s comments suggest that ILECs have a long-run incentive to set prices
below competitive levels and, as a result, drive even efficient long-distance rivals from the long-

distance industry. Its arguments focus on its claim that the cost to ILECs of providing access is



below the access charge to long-distance carriers." This concern is further reflected in AT&T’s

longer-term policy goals, which are described in Section IV of its comments:

There is a critical need for comprehensive intercarrier compensation reform in
order to remove the BOC access cost advantage resulting from the current system
of above-cost interstate and intrastate switched access rates, and to reduce the
BOCs’ ability and incentives to engage in anticompetitive price squeezes, and
other anticompetitive cross-subsidization.”

6. There is no basis to AT&T’s claim. AT&T ignores the fact that ILECs lose access
revenue when they provide long-distance services. That is, when ILECs provide long-distance
service they gain retail revenue but lose access revenue paid by a subscriber’s prior long-distance
carrier. The loss in access revenue is a real cost of providing retail long-distance service faced
by ILECs which must be considered in any evaluation of the prices charged by ILECs as long-
distance carriers.

7. For example, assume that the cost to an ILEC of providing access to long-distance
carriers (including itself) is zero but long-distance carriers face access charges of $.01 per
minute.” If an ILEC, rather than an independent long-distance carrier, provides long-distance
service through its own affiliate at the retail price of $.05 per minute, it gains retail revenue of
$.05 per minute but loses access revenue of $.01 per minute that it otherwise would have earned.
In deciding whether to provide, and how to price, long-distance service, the ILEC must take into

account the potential loss of access revenue. Any such loss in access revenues from long-

1. For the purpose of this discussion, we assume that AT&T’s claim that access charges are
above ILECs’ cost of providing access is correct and show that AT&T’s argument fails
nonetheless. Regardless of whether AT&T’s assumption has merit, the fact that the
Commission regulates access prices indicates that it believes that such regulation typically
results in prices lower than would otherwise occur.

Comments of AT&T Corp., p.68 (hereafter, AT&T Comments).

We recognize that there is a cost of providing access, but for simplicity we assume zero cost
in this example. The conclusions in this section are not altered if a non-zero cost is assumed.

Rt



distance carriers is a real cost (which economists call an “opportunity cost”). In our example, the
ILEC would profitably provide long-distance service if the additional $.04 it earns by providing
retail service (instead of access service alone) more than offsets the additional costs that it incurs
in providing retail long-distance service. We refer to this $.04 as the “retail margin.”

8. Thus, the access charge of $.01 represents a $.01 opportunity cost faced by the
ILEC when it induces a long-distance customer to switch to its own long-distance service for a
call. The effective margin earned by the ILEC in providing retail long-distance service (instead
of access alone) is only $.04 per minute, the same net-of-access-cost margin the long-distance
carrier earns (assuming it charges the same retail price). Thus, even if ILECs face costs of
providing access that are less than the access charges paid by rival long-distance carriers, they
have no long-run incentive to set price below $.05 per minute, the level implied by their
opportunity cost of access and other relevant costs of efficiently providing long-distance service.
At any lower price, ILECs would fail to earn a price that covers all their relevant costs.

0. This logic implies that ILECs will not have an incentive to provide long-distance
service if rival carriers are more efficient. For example, assume that an efficient long-distance
carrier requires a retail margin (retail long-distance price minus access charges) of $.04 to cover
its relevant costs to provide long-distance service, while the ILEC requires a minimum retail
margin of $.05 (ignoring the access charges) to provide long-distance service. (Recall that, for
simplicity’s sake, we assume above that ILECs can provide access at zero cost.) The ILEC’s
higher costs may, for example, reflect the fact that its network is less efficient than the networks

of other long-distance carriers. * In this example, the long-distance carrier would, by assumption,

4. Betsy Barnard, President of AT&T noted, “’We have a significant advantage against any of
the Bells... They don’t have the assets, the networks, the services. It takes decades to build
that capability.” (Reinhardt Kraus, “Bernard Faces New Round of Challenges,” Investor’s



just cover its relevant costs of providing long-distance service (i.e., revenue of $.05 minus access
charges of $.01 equals the required $.04 needed to cover relevant costs). The ILEC, however,
would not cover its relevant costs including the opportunity cost of lost access fees if it provided
the long-distance service instead (i.e., $.05 minus the opportunity cost of $.01 fails to cover the
$.05 needed to cover the ILEC’s relevant costs). Hence, the ILEC earns greater profits if its
rivals provide long-distance service rather than itself (another way to establish this point is as
follows: if rival long-distance carriers provide service, the ILEC earns $.01 in access charges,
while if the ILEC provides the long-distance service itself, it earns nothing). As this example
indicates, ILECs have no incentive to set the long-run price of long-distance service below the
level implied by access charges and a competitive retail margin, and thus no incentive to drive
more efficient long-distance rivals from the industry.

10. For simplicity, the above discussion does not account for the expansion in output
expected if long-distance prices were to fall below $.05.° This simplification, however, does not
alter the basic conclusion that ILECs have no incentive to lower long-distance prices below the
long-run competitive level (i.e., the level at which revenues cover relevant costs) and drive more
efficient rivals from the industry in order to provide long-distance themselves. To see this point,

assume that long-distance is competitive (in the sense that retail prices exceed access costs by an

(...continued)

Business Daily, July 21, 2003.)

5. Consumers would benefit if ILECs were to attempt to set prices below the long-run
competitive level ($.05 per minute) as long as this investment could not be recouped by
raising prices above the competitive level in the longer term. As discussed in our initial
declaration and further below, it is highly unlikely that such recoupment would be possible in
the long-distance industry.

6. The FCC raises this as a potential issue in its Opinion in the Matter of Regulating Treatment
of LEC Provision of Interexchange Services Originating in the LEC’s Local Exchange Area
and Policy and Rules Concerning the Interstate, Interexchange Marketplace, 12 FCC Red
15,756 (1997), 9127 (hereafter, LEC Non-Dominance Order).



amount sufficient to enable long-distance carriers to earn only a competitive rate of return).
Under these circumstances, if a reduction in access charges (and thus a reduction in retail rates)
generated higher total access revenues as a result of higher usage, then ILECs would be expected
to voluntarily reduce access charges, regardless of whether they also offer long-distance services.
Because the FCC and states generally regulate the price of access (except for special access in
areas where there is facilities-based competition), and long-distance carriers advocate such
regulation, the FCC and long-distance carriers must believe that ILECs would increase access
rates in the absence of regulation. (That is, if ILECs were not constrained by regulation, their
profit-maximizing strategy would be to increase access fees, not to decrease them.) If that is so,
ILECs would lose money by decreasing the price of access. Thus, there is no reason to expect
that ILECs would set long-run prices below the level implied by access charges plus a
competitive retail margin in order to drive more efficient long-distance rivals from the industry,
even if output would expand at prices below $.05.

11. As this indicates, AT&T and Dr. Selwyn have not correctly identified the costs
faced by ILECs in providing retail long-distance service. ILECs have no incentive to lower the
long-run prices of long-distance services below the level implied by access charges and a
competitive retail margin in order to provide the services themselves. As such, the success of
long-distance carriers and ILECs in providing long-distance service will depend on which is

more efficient.

B. ILECS DO NOT HAVE THE INCENTIVE OR ABILITY TO ENGAGE IN
A PREDATORY PRICE SQUEEZE, EVEN IF ACCESS CHARGES
EXCEED ILECS’ COSTS OF PROVIDING ACCESS

12. Based on the mischaracterization of the effective costs faced by ILECs in
providing long-distance services described above, AT&T and Dr. Selwyn argue that ILECs have

the incentive and ability to engage in predatory price squeezes by setting retail long-distance



prices at or near access charges faced by their long-distance rivals.” This argument has no merit
since above-cost access prices do not facilitate predation and cost-based access prices do not (by
themselves) preclude predation.

13. As suggested above, regulated prices that long-distance carriers pay to access
ILEC networks are one determinant of the retail price of long-distance services. Higher access
charges result in higher costs to long-distance carriers and higher opportunity costs to ILECs
when providing retail long-distance services, and thus higher long-distance prices charged by
both ILECs and their rival carriers.

14.  The level of the access charges faced by non-ILECs for originating and
terminating calls does not affect an ILEC’s incentive or ability to engage in a predatory price
squeeze.® A predatory price squeeze requires that the ILEC charge a price below its rivals’ costs
(which include both access charges and any other relevant costs an efficient long-distance
provider would face in providing service). An ILEC that pursues a predatory price squeeze
“invests” by setting retail long-distance prices at below-cost levels (where costs reflect both
access charges and other costs of providing long-distance service). Its low retail prices result in
both a reduction in the ILEC’s retail revenues (from existing retail customers) and its access
revenues from other long-distance carriers when customers switch from rivals’ long-distance

services to its own.

7. As summarized in the AT&T Comments (pp. 30-31), “[t]he BOCs also are using their special
access bottlenecks to price squeeze IXC competitors ... by raising the price of special access
services to all interexchange carriers, thus causing competing IXCs ... ‘to either raise their
retail rates ... or ... reducing their profit margin’.” Also see AT&T Comments (p. 26).

8. This discussion treats long-distance as a single service. In fact, long-distance includes a
variety of services such as interstate and intrastate long-distance. As discussed below,
predation requires that prices be set below relevant costs for all services taken as a whole in
order to drive rivals from the industry.



15.  The fact that an ILEC might appear still to earn a positive accounting margin
(defined as revenue less costs, ignoring lost access fees) by setting price below access charges is
not relevant for evaluating whether predation makes economic sense. Even if the ILEC earned a
positive accounting margin during a predatory price squeeze, it still must bear the cost of lost
retail revenue and access revenue. Any attempt to engage in a predatory price squeeze also
would likely require that retail prices be set below the appropriate measure of costs for an
extended period of time. This in turn suggests that the “victims” of this strategy would have the
opportunity to pursue complaints about such conduct, which further reduces the likelihood that
such efforts could succeed.

16. For an ILEC to recoup its investment in predation, it would have to raise retail
prices above the preexisting levels after rivals are driven from the industry. As discussed in our
prior declaration, it is highly unlikely that a long-distance carrier could recoup any investment in
predation due to the difficulty of precluding competition if prices were to rise above preexisting
levels.

e Provision of long-distance service involves extensive use of fixed assets that
would remain in the industry even if a service carrier became bankrupt. These
assets would be available (probably at a fraction of their original cost) to any
entrant and/or to firms that would emerge from bankruptcy proceedings resulting
from below-cost pricing, as would the human capital (the workers) formerly
employed by the bankrupt firm.

e In addition, the widespread use of wireless services for long-distance calling (as
well as e-mail as a substitute for certain long-distance calls) adversely affects an

ILEC’s ability to recoup an investment in predation by raising long-distance price
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after driving its rivals from the industry because certain calls will be lost to these
other modes of communication.
e Successful recoupment subsequent to predation would be easily detectable and
would likely trigger a regulatory response.
17. In sum, the level of access charges is irrelevant to an ILEC’s ability to pursue a
predatory price squeeze. This strategy is deterred by the difficulty the ILEC would face in
recouping its investment in predation, not by the relationship between access charges and access

costs (even if parties could agree on the correct measure of cost).

C. PER MINUTE CHARGES FOR INTRASTATE LONG-DISTANCE CALLS
NEAR OR BELOW ACCESS CHARGES ARE NOT EVIDENCE OF A
PREDATORY PRICE SQUEEZE

18. AT&T and Dr. Selwyn claim that BOCs are currently engaging in predatory price
squeezes against their long-distance rivals. For example, AT&T claims that “BOCs are engaging
in price squeezes by setting their long-distance rates at or below their switched access prices.”
Citing Dr. Selwyn’s declaration, AT&T claims that BOCs offer long-distance calling plans at
rates equal to or below intrastate access prices in Texas, Virginia and Washington. "

19. The examples presented by AT&T and Dr. Selwyn, however, do not support their
claims that BOCs are engaging in predatory price squeezes against their long-distance rivals.'' A
predatory price squeeze drives rival long-distance suppliers out of business. But if rivals provide
many services (such as interstate and intrastate long-distance), predation can succeed only if the

target firms are driven from the industry (i.e., if their total revenue fails to cover the total non-

9. AT&T Comments, p. 26.

10. AT&T Comments, p. 27 citing Declaration of Lee L. Selwyn on behalf of AT&T, June 30,
2003, 9943-48, 84-88, 96 (hereafter, Selwyn Declaration).

11. Curiously, Dr. Selwyn focuses on intrastate rates even though this inquiry deals with
interstate rates.
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sunk costs of long-distance service). More specifically, even if access prices exceed the per-

minute component of price for some retail calls, this would not prove predation.

20.  Long-distance services include a variety of types of calls including
interstate/interLATA calls, intrastate/interLATA calls, and international calls to various
destinations. Different types of calls may result in different costs to long-distance carriers. For
example, access charges for intrastate calls vary across states and often differ from access
charges for interstate calls. Long-distance carriers also may face higher costs for completing
calls that travel longer distances."?

21.  When firms offer a variety of diverse services, there are a variety of prices they
can charge that enable them to cover costs. With respect to long-distance services, firms may
well earn the same net-of-access-cost margin for interstate and intrastate calls (by charging
different prices for these types of calls when access charges differ). Other carriers may choose to
charge the same per-minute price for interstate and intrastate long-distance calls and earn
different margins on each.

22.  Presumably, long-distance carriers choose price schedules for different types of
calls based on a variety of considerations including cost differences for different types of calls,
the mix of calls made by their subscribers, and marketing considerations. For example, a long-
distance carrier may determine that charging the same rate for interstate and intrastate long-

distance calls may help attract customers."

12. For example, calls that cover longer distances occupy greater network capacity than calls that
cover shorter distances.

13. We understand that if a company offers a plan that does not differentiate between interstate
and intrastate long-distance, it is required to offer the same plan on the same terms in all
states, even though intrastate access fees and other costs differ between states. Under Dr.
Selwyn’s theory, the company would be pricing predatorily if the per-minute charges were
lower than the highest access cost in any state.



-12 -

23.  Under these circumstances it is not surprising that different firms adopt different
pricing schedules. For example, some long-distance carriers charge the same per-minute rates
for interstate and intrastate long-distance calls even when access fees differ."* Similarly, some
plans charge more for calls that cover greater distance (within the U.S. mainland) while other
plans do not."”” The relevant question for evaluating predation, however, is whether revenue for
all services taken as a whole exceeds the relevant costs in providing all services.

24.  More generally, “below-cost” pricing for only one of multiple dimensions of
service (e.g., intrastate long-distance calls in one state) does not imply that a firm is engaged in
predation. Instead, predation requires first that prices be set at a sufficiently low level that rival
firms are driven from the industry. This requires analysis of whether the revenue for all services
taken as a whole exceeds the relevant costs incurred in providing those services. While Dr.
Selwyn claims that per-minute charges below access rates for intrastate calls alone reflect an
anticompetitive price squeeze, he is wrong. As he acknowledges in other parts of his analysis, it
is inappropriate to consider interstate and intrastate interLATA calls as separate services.'°

25.  Similarly, since the mix of services consumed by different customers will vary,
there may be differences in the profitability of serving different customers when the margins for
each of the individual services in the package differ. However, the profitability of any given

customer is not relevant for analyzing predation, which again requires that prices be set

14. For example, AT&T’s “One Rate USA” and “Unlimited” plans charge the same per-minute
fees for intrastate and interstate calls, while its “5 cent nights” and “5 cent weekend” plans do
not.

15. See, for example, Sprint’s “Dial 1 and “The Most II” services.

16. Selwyn Declaration, pp. 37-38, states: “Customers cannot and do not make separate service
provider selections notwithstanding the fact that the two services are subject to different
regulatory treatment by different regulatory authorities and may be offered at different
prices.” (Emphasis in original.)
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sufficiently low across a sufficiently broad range of customers that rival firms cannot cover their
costs and are therefore driven from the industry.

26. Any evaluation of predation must also include fixed monthly charges (which are
often accompanied by lower per-minute charges) that are a standard element in many long-
distance pricing plans. Evaluation of an alleged predatory price squeeze must consider both
aspects of pricing. For example, an ILEC could charge a fixed monthly charge with no per-
minute charges for a fixed bundle of long-distance minutes.'” If so, it would be inappropriate to
conclude that the ILEC was engaged in a price squeeze simply because the per-minute aspect of
price was zero and therefore below the per-minute access charge. However, this is precisely
what would be implied by AT&T’s and Dr. Selwyn’s analysis. Instead, the presence of such a
plan would more likely be an effort to offer a pricing package that would be attractive to a
segment of (presumably high-use) subscribers.

27. Significantly, neither AT&T nor Dr. Selwyn has claimed or presented any
evidence that ILECs’ long-distance service taken as a whole (including interstate, intrastate and
international services) is priced below cost. Given the lack of such evidence and the difficulty of
recoupment, the AT&T claim that ILECs are now engaged in predatory price squeezes should be

dismissed.

III. AT&T INCORRECTLY SUGGESTS THAT ILEC OFFERS OF LOCAL/LONG-
DISTANCE SERVICE BUNDLES ADVERSELY AFFECT LONG-DISTANCE
COMPETITION AND REQUIRE DOMINANT FIRM REGULATION

28. AT&T and Dr. Selwyn focus on recent marketing developments in the
telecommunications industry to support their argument that ILECs’ provision of long-distance

services should be subject to dominant carrier regulation after sunset of structural separation

17. We understand that most carriers offer such plans.
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rules. Bundled local/long-distance services have been introduced in recent months by both
CLECs as well as ILECs (in certain states in which they are authorized to provide long-distance
services). Bundled service offerings typically provide local service and a fixed (or even
unlimited) number of long-distance minutes for a fixed monthly fee. For example, AT&T’s “One
Rate USA” plan and MCI’s “Neighborhood Complete” plans provide unlimited local and long-
distance calling as well as certain vertical services for $49.95 and $49.99 per month,
respectively, in most states where they are offered. (MCI offers its “Neighborhood Complete”
plan for $39.99 per month in California.) Verizon’s “Freedom” plan offers these services for
$59.95 per month."®

29. Generally, the success of bundled packages reflects the fact that some consumers
find them attractive economic alternatives to non-bundled services and there is no basis to view
them as anticompetitive devices. Indeed, CLECs themselves began offering bundled packages of
local and long-distance service before the BOCs were legally able to do so. Moreover, CLECs
continue to aggressively market such packages in the Ameritech region, where SBC has not yet
received interLATA authority and thus cannot itself offer similar packages.

30. The FCC has previously recognized in other circumstances that bundled services
can result in consumer benefits and that they carry low risk of anticompetitive behavior. In an

order permitting ILECs to bundle local exchange service and CPE, the FCC concluded:

[W]e conclude, in light of the existing circumstances in these markets, that the
risk of anticompetitive behavior by the incumbent LEC in bundling CPE and local
exchange service is low and is outweighed by the consumer benefits of allowing
such bundling. We view the risk as low not only because of the economic
difficulty that even dominant carriers face in attempting to link forcibly the

18. These rates may differ between states.
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purchase of one component to another, but also because of the safeguards that
currently exist to protect against this behavior."

31. Dr. Selwyn, however, argues that bundled service offerings “inextricably” link
local exchange services and long-distance services, and because local exchange services are
regulated this “requires that the BOC long-distance affiliates themselves be classified and

regulated as dominant carriers.”*’

He further argues that “only IXCs that bundle local and long-
distance services together into the same package can compete” with ILEC bundled service
offerings.

32. There is no basis for these claims. Bundled local/long-distance services offered
by ILECs and CLECs compete not only with each other but also with local services and long-
distance services offered on an unbundled basis and with bundled services offered by wireless
carriers. The majority of subscribers still obtain local and long-distance services on an
unbundled basis. Thus, the prices charged for bundled services are constrained by the prices of
the component services. A consumer will choose the bundled service only if it is more attractive
than purchases of the component services on an individual basis. Furthermore, since long-
distance carriers were legally able to (and did) introduce local/long-distance bundles before
BOC:s did, it is difficult to see how they can now claim to be disadvantaged when BOCs respond

with their own bundles, since, according to AT&T’s logic, only BOCs that offer bundled services

could compete with long-distance carriers’ bundled service offerings.

19. FCC, Policy and Rules Concerning the Interstate, Interexchange Marketplace, 23 CR 641, 16
FCC Rcd 7418 (2001), 933.
20. Selwyn Declaration, p. 47.
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AT&T also asserts that (i) local/long-distance bundles facilitate ILECs’ ability to

engage in a predatory price squeeze; and that (ii) local/long-distance bundles facilitate

anticompetitive cost shifting.?' There is no basis for these claims.

34.

The fact that services are bundled does not alter the fact that a predatory price
squeeze would require driving rival long-distance firms from the industry and
subsequently raising price. For the reasons discussed in our prior declaration and
above, it is highly unlikely that such a predatory strategy would succeed because
of the difficulty of recoupment. Both the availability of wireless services (as well
as e-mail and instant messaging which are substitutes for certain long-distance
calls) and the difficulty of preventing reentry of existing rivals and entry of new
firms make it highly unlikely that investments in predation could be recouped.
The emergence of bundled service would not facilitate cost shifting that would
result in predation. As discussed in our prior declaration, there is no basis to
conclude that the ability to shift costs facilitates a predatory price squeeze. The
fact that some consumers prefer bundles does not alter this conclusion. Moreover,
as explained in our prior declaration, there is no basis to conclude that cost
shifting would result in greater ILEC revenue for local service in the presence of
price caps.

Given the benefits of bundles for consumers, the lack of incentive for ILECs to

drive efficient long-distance rivals from the industry, and the difficulty of recouping any

investment in predation, there is no basis to view bundles as anticompetitive. Under these

21. AT&T Comments, p. 65.
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circumstances, the consequence of regulatory proceedings to determine whether tariffed rates for

bundles cover relevant costs would be to chill competition and harm consumers.

IV. CHANGES IN LONG-DISTANCE SINCE 1997 PROVIDE NO SUPPORT FOR
IMPOSITION OF DOMINANT CARRIER REGULATION ON ILEC LONG-
DISTANCE SERVICES

35. In 1997, the FCC found that ILECs’ long-distance affiliates should not be
classified as dominant carriers simply because ILECs remained significant providers of local
services. The Commission also concluded that dominant carrier regulation did not address the
potential concerns arising from BOCs’ integration in the provision of local and long-distance
services, including non-price discrimination against rival long-distance carriers, predatory price
squeezes, and cost shifting.?

36.  AT&T now argues that the FCC’s conclusions in its 1997 LEC Non-Dominance
Order no longer apply due in part to changes in market circumstances, including weakened
financial strength of rival long-distance carriers, which AT&T claims leaves them less able than
the ILECs to provide bundled service offerings.”> AT&T also claims that BOCs’ success in
obtaining wireline long-distance subscribers requires application of dominant carrier regulation.

This section shows that there is no merit to either of these claims.

A. ILECS FACE INCREASED, NOT DECREASED, LONG-DISTANCE
COMPETITION

37.  Asdiscussed in our prior declaration, ILECs face long-distance competition from
a number of large national carriers that control vast networks, including several new fiber optic

networks that did not exist in 1997. In our prior declaration, for example, we demonstrated that

22. LEC Non-Dominance Order, {96-7.
23. AT&T Comments, p.57.
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the provision of wireline long-distance services is far less concentrated today than it was when
AT&T was granted non-dominant carrier status.

38.  Moreover, by a variety of measures, the broader telecommunications industry is
also more competitive today than in 1997. For example, in recent years not only has the
concentration of wireline long-distance services fallen, but new services, including wireless
phones and Internet services, have achieved extraordinarily rapid increases in penetration. These
new technologies have introduced significant new intermodal competition to the long-distance
industry. As a result, wireline long-distance usage and prices have fallen substantially in recent
years. While these events have led to weaker financial performance and even bankruptcies
among some telecommunications carriers, such events are evidence of increased long-distance
competition, not a diminution of competition.

39.  AT&T suggests that financial weakness on the part of some companies may make
them more vulnerable to predation. However, as we discussed in our prior declaration, even if a
company goes bankrupt, its assets will remain in the industry, making recoupment of any
investment in predation highly unlikely. Global Crossing, GST and others have been through
bankruptcies with their assets remaining in the industry after having been purchased by others at
a fraction of their original cost. The same will be true of MCI: either it will emerge from
bankruptcy and compete, or its assets will be acquired and used by others to provide similar
services.

B. BOCS’ SUCCESS IN GAINING LONG-DISTANCE CUSTOMERS DOES
NOT JUSTIFY IMPOSITION OF DOMINANT CARRIER REGULATION

40. AT&T and Dr. Selwyn suggest that BOCs’ share of wireline long-distance
subscribers provides further justification for imposition of dominant carrier regulation.

However, their discussion fails to consider the increased intermodal competition from wireless
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and Internet services. They also fail to note the rapid decline in the concentration of wireline
services and the fact that BOCs’ shares (in states where long-distance authority was granted
nearly three years ago) are well below AT&T’s at the time that it was declared to be a non-
dominant carrier.

41.  While AT&T and Dr. Selwyn suggest that BOCs’ shares of long-distance will
continue to increase, this assertion, even if true, is not necessarily indicative of market power.
Indeed, AT&T itself has argued, and the Commission has found, that a high market share is not
indicative of market power if elasticities of supply and demand are high. In any event, as
discussed in our prior declaration, the share of BOC customers that take BOC-provided long-
distance service grows rapidly for roughly two years after the BOC achieves long-distance
authority in a state but generally stabilizes after that. That declaration showed that analysts also
project that BOCs’ share of long-distance subscribers will stabilize at levels far below those
projected by AT&T and Dr. Selwyn.

42.  AT&T and Dr. Selwyn attribute BOCs’ success in gaining long-distance
subscribers following authorization to provide these services to their “ability to exploit their

24 They argue

inbound marketing channel and offer pricing plans ignoring the cost of access ...
that these advantages allow BOCs to charge lower prices, which harm the long-distance carriers
by taking large numbers of customers from them and forcing them to lower their own prices.
However, AT&T confuses harm to competitors and harm to competition.

43.  AT&T and Dr. Selwyn mischaracterize the costs faced by ILECs in providing

long-distance service and mistake procompetitive efficiencies with anticompetitive behavior.

24. Selwyn Declaration, pp. 52-53.
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When providing their own long-distance services, ILECs lose access revenue previously earned
from rival long-distance carriers. This reflects a real loss in revenue to ILECs that will be
considered in any price determination by a profit-maximizing firm. Thus, it is simply incorrect
for AT&T and Dr. Selwyn to claim that ILECs can “ignore the cost of access” in pricing long-
distance services.

44.  To the extent that ILECs have been successful in gaining long-distance customers
due to their ability to market to their existing customer base, then this reflects a procompetitive
efficiency. If firms that jointly market both local and long-distance service can realize lower
costs of customer acquisition and marketing, then this reflects realization of economic
efficiencies. While firms that are less efficient marketers may lose customers as a result, this
reflects the results of the competitive process, not harm to competition.”> Both the BOCs’ and
long-distance companies’ experiences in introducing bundled services to the marketplace
indicate that consumers often prefer the convenience of a bundled long-distance/local offering.

C. THE FCC’S 1997 CONCLUSION THAT DOMINANT CARRIER

REGULATION WOULD NOT ADDRESS POTENTIAL COMPETITIVE
CONCERNS REMAINS VALID
45.  The FCC concluded in 1997 that dominant carrier regulation of BOC in-region

affiliates “generally would not help to prevent improper allocations of costs, discrimination by

the BOCs against rivals of their interLATA affiliates, or price squeezes...”*® The FCC’s decision

25. Dr. Selwyn complains that long-distance margins are being reduced. However, that is not the
issue because competition reduces margins, which is beneficial to consumers. The issue here
is whether margins are reduced to predatory levels (in the sense that positive margins would
be eliminated).

26. FCC, LEC Non-Dominance Order, 6. The FCC notes in 111 of this Order that “For
purposes of determining whether the BOC interLATA affiliates should be classified as
dominant, however, we need to consider only whether a BOC could discriminate against its
affiliate’s interLATA competitors to such an extent that the affiliate would gain the ability to
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holds true even after expiration of structural separation requirements. As discussed in our prior
declaration, dominant carrier rules are generally designed to prevent price increases, not attempts
to set below-cost prices. They do not affect the ability of consumers, rivals or regulators to
detect non-price discrimination, and they do not address predation concerns.

46.  Dominant carrier regulation simply does not address the competitive concerns
raised by AT&T, including non-price discrimination, cost shifting and predatory price squeezes.
AT&T also has presented no evidence that elimination of structural separation rules in related
circumstances has resulted in competitive problems.

47.  Nonetheless, AT&T argues that imposition of dominant carrier regulation on
ILEC-provided long-distance services would impose little if any burden on ILECs.>” However,
AT&T and Dr. Selwyn fail to rebut the Commission’s prior conclusion that dominant carrier
regulation can adversely affect long-distance competition. As we discussed in our prior
declaration, the FCC has found, correctly in our view, that dominant carrier regulations can deter
competition by, among other things: discouraging the introduction of innovative new service
offerings; reducing the ability of firms to engage in price competition, including offering secret
discounts; limiting the ability of firms to rapidly respond to changes in market conditions; and

. . . . . 28
deterring firms from developing customer-specific service offerings.

(...continued)
raise prices by restricting its own output upon entry or shortly thereafter.”

27. AT&T Comments, p. 73.

28. FCC, Policy and Rules Concerning the Interstate, Interexchange Marketplace, 11 FCC Red.
20, 730 at 923, 53.
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V. RESPONSES TO ADDITIONAL POINTS RAISED BY AT&T

A. THERE IS NO BASIS FOR AT&T’S VIEW THAT ILEC PARTICIPATION
IN ADJACENT MARKETS IS INHERENTLY ANTICOMPETITIVE

48. AT&T’s comments suggest that ILEC provision of telecommunications services
such as long-distance that rely on the local exchange is inherently anticompetitive. It argues that
“ILEC control of the local bottleneck confers market power in all downstream markets.”” We
disagree.

49. As noted in our prior declaration, there is ample history that contradicts this
blanket claim and shows that AT&T’s claimed distrust of ILEC participation in downstream
markets is unwarranted. The FCC has previously concluded that ILEC provision of a variety of
ancillary services, including customer premises equipment (CPE), various enhanced services
(such as voice mail), and information services did not adversely affect competition and further
found that structural separation requirements were not necessary to preserve competition. When
ILECs are efficient suppliers and their participation does not harm competition, restricting ILECs
as competitors by subjecting them to dominant carrier regulation would only adversely affect
competition.

50. AT&T’s general condemnation of ILEC provision of non-local services also
ignores the variety of other regulatory safeguards in place. As discussed in our prior declaration,
ILECs have long been subject to nondiscrimination requirements in their provision of access
services, and they have developed systems, procedures and processes to ensure that they comply
with their nondiscrimination obligations. They also face established, sophisticated long-distance

competitors who presumably monitor the quality of the access services they receive. The

29. AT&T Comments, p. 18.
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elimination of structural separation will not alter these realities, nor would dominant firm
regulation address any perceived risk of increased discrimination. Nor, for that matter, does
AT&T explain how ILECs could keep rivals from the market if they attempted to raise long-
distance price and thus recoup investments in a predatory price squeeze. AT&T also fails to
explain how ILECs would benefit from shifting costs from unregulated to regulated activities
given the widespread reliance on price-cap regulation and establishment of interstate access fees
based on factors other than ILECs’ costs (through the CALLS order).

51.  Thus, there is no basis for AT&T’s suggestion that ILECs’ provision of non-local
services is inherently anticompetitive. Rather, the heightened competition in long-distance
services that has resulted from BOC entry, experience in other markets that BOCs have been
permitted to enter, such as CPE and enhanced services, and price regulation, where necessary, of
access and local services provide ample evidence that ILECs’ provision of non-local services
benefits consumers and promotes competition.

B. DR. SELWYN INCORRECTLY SUGGESTS THAT STRUCTURAL
SEPARATION REQUIRES THAT ILECS BE DENIED ANY
ADVANTAGES OF VERTICAL INTEGRATION. HOWEVER,
RESTRICTIONS ON ILEC ACTIVITIES CAN REDUCE THEIR
EFFECTIVENESS AS SUPPLIERS OF NON-LOCAL SERVICES AND
HARM CONSUMERS

52. Dr. Selwyn claims that the separate subsidiary requirements of Section 272
require affiliates to ignore any efficiencies from their affiliation with a BOC.*® He claims that:

[LJower long distance prices arising solely or primarily from BOC exploitation of

integration efficiencies and joint profit maximization is clearly not what Congress
had in mind. ... If the BOCs are the only downstream providers that are permitted

30. Selwyn states that Section 272 reflects “an attempt to force the affiliate (the provider of the
downstream product) to set its retail prices so as to maximize its own profits, just as any non-
affiliated IXC, which is operating in the (same) downstream product market, would be
expected to do.” (Selwyn Declaration, p. 62)
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to benefit from these types of integration efficiencies, then they will ultimately be

the only downstream providers to survive in the retail long distance mass market.

And that outcome is clearly not what Congress intended, and will surely result in

less competition and higher prices overall.”!

53.  Dr. Selwyn’s fear that ILECs will displace all other long-distance carriers appears
to be based on his failure to consider the costs ILECs face in terms of foregone access revenue in
providing long-distance services. When these costs are properly considered, there is no reason to
conclude that ILECs’ provision of local services gives them any inherent access cost advantage
that would enable them to supplant all other competitors. The history of ILEC provision of long-
distance services to date fails to support Dr. Selwyn’s proposition.

54. While we offer no opinion on Congress’ intent in drafting Section 272 of the
1996 Act, Dr. Selwyn’s interpretation would be expected to result in significant consumer harm.
As noted above, market activities by CLECs as well as ILECs indicate that many consumers
prefer obtaining local and long-distance services from the same supplier. That is, it often is
economically efficient to provide these services jointly. Dr. Selwyn’s interpretation would surely
interfere with ILECs’ ability to exploit these and other potential efficiencies that ILECs could
realize by integrating their local and long-distance operations.

VI. CONCLUSION

55.  ILECs have no ability to engage in non-price discrimination against rival long-
distance carriers, a predatory price squeeze against long-distance rivals or cost shifting that
adversely affects long-distance competition, whether or not they offer long-distance services

through a separate affiliate. Accordingly, there is no basis for imposing dominant carrier

regulation on the ILECs’ provision of in-region, interstate, interLATA services.

31. Selwyn Declaration, p.63.
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knowledge and belief.
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